T.C. Meno. 2000-299

UNI TED STATES TAX COURT

ROBERT LLOYD, Petitioner V.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 1477-97, 6774-97. Fil ed Septenber 25, 2000.

Irvin W Feqgley, for petitioner.

Margaret S. R gg, for respondent.

MEMORANDUM OPI NI ON
DAWSON, Judge: These cases were assigned to Special Trial
Judge Norman H. Wl fe pursuant to the provisions of Rules 180,
181, and 183. All section references are to the Internal Revenue
Code in effect at the time the petition was filed, unless
otherwise indicated. Al Rule references are to the Tax Court

Rul es of Practice and Procedure. The Court agrees with and
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adopts the opinion of the Special Trial Judge, which is set forth
bel ow.

OPI NI ON OF THE SPECI AL TRI AL JUDGE

WOLFE, Special Trial Judge: These cases are before the

Court on petitioner’s notion for an award of reasonable
[itigation costs under section 7430 and Rul es 230 t hrough 233.
Respondent determ ned deficiencies in, and additions to,
petitioner’s Federal incone taxes as foll ows:

Additions to Tax

Year Defi ci ency Sec. 6651(a)(1) Sec. 6662(a)
1992 $46, 172 $11, 543 $9, 234
1993 28, 796 7,199 5, 759
1994 73, 332 —- 14, 666

After these cases were docketed, the parties filed a
stipulation of settled issues that disposed of all adjustnents
w thout trial. Thereafter, petitioner filed notions for
litigation costs and respondent filed objections to petitioner’s
notions. Neither party has requested a hearing, and the Court
concludes that a hearing is unnecessary for the proper
di sposition of these notions. See Rule 232(a)(2).

These rel ated cases have been consolidated for the purpose
of considering petitioner’s notions. At the tine the petitions
were filed, the petitioner resided in Beijing, People s Republic

of Chi na.



A.  The 1992 Tax Year Audit

On August, 29, 1994, petitioner filed his 1992 Feder al
incone tax return using the following mailing address: 67
Rosewood Drive, Atherton, California 94027 (the Atherton
address). On June 14, 1995, respondent numiled petitioner a
letter informng himthat his 1992 Federal incone tax return had
been selected for audit. Respondent’s audit letter requested
that petitioner contact respondent within 10 days to arrange an
interview and bring to the interview conplete records concerning
specified cl ai ned deductions. On July 31, 1995, petitioner
cal |l ed respondent and arranged an initial interview Petitioner
failed to attend the interview. On August 29, 1995, respondent
mai | ed a notice of proposed deficiency (30-day letter) to
petitioner at the Atherton address.

On Septenber 25, 1995, petitioner faxed to respondent a
handwitten letter informng respondent that he had noved to
Beijing, China, and that he needed additional tinme to furnish the
requested information. Petitioner further stated that he was
unable to find his business records and that he needed nore tine
to recreate themusing his check register and credit card
st at ement s.

Petitioner asserts that he responded to respondent’s audit
letter by delivering a letter and three boxes of docunents to

respondent on Novenber 30, 1995. Petitioner contends that the
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position respondent took in his answer was not substantially
justified because respondent failed to review the docunents prior
to issuing the notice of deficiency. Respondent asserts that
petitioner did not deliver a letter or records on Novenber 30,
1995. Respondent’s records do not contain an entry that
indicates that petitioner delivered a letter or docunents on
Novenber 30, 1995.

On August 7, 1996, respondent issued a notice of deficiency
to petitioner using the Atherton address. On January 15, 1997,
respondent mailed an additional copy of the notice of deficiency
to petitioner in Beijing, China. 1In the notice of deficiency,
respondent took the position that petitioner failed to report
i ncone of $175,984 on his 1992 Federal inconme tax return and
failed to substantiate certain clainmed deductions. Petitioner
filed a petition with this Court on April 9, 1997.

B. The Audit of the 1993 and 1994 Tax Years

Petitioner filed his 1993 Federal income tax return on
January 12, 1995, using the Atherton address. On Cctober 13,
1995, petitioner filed his 1994 Federal incone tax return using
the followng mailing address: 50 Victoria Avenue, MI | brae,
California 94030 (the MI | brae address).

On April 4, 1996, respondent nmailed a letter to petitioner
informng himthat an audit of petitioner’s 1994 Federal incone

tax return had been opened. This letter was sent to the MII brae
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address. The letter requested that petitioner contact respondent
to arrange a conference and al so requested substantiation of
petitioner’s clainmed deductions.!?

Petitioner asserts that on May 28, 1996, he faxed to
respondent a letter informng respondent that he had noved to
Beijing, China. Respondent clains that he did not receive this
letter.

On May 29, 1996 respondent nmailed a 30-day letter to both
the Atherton and MI | brae addresses. This letter proposed
adj ustnents to petitioner’s 1993 and 1994 tax returns and
i ndi cated that petitioner could request an Appeals Ofice
conf er ence.

On July 15, 1996, respondent’s auditors sent petitioner’s
1993 and 1994 adm nistrative files to the Exam nation Support

Procedure (ESP) unit for the preparation of a notice of

! Respondent alleges that on Mar. 26, 1996, respondent sent a
letter to petitioner at both the Atherton and MI | brae addresses
i ndi cating that respondent had opened an audit for the 1993 tax
year. According to respondent, the audit letter requested that
petitioner contact respondent to arrange a conference and to
provi de informati on concerning petitioner’s clai med deducti ons.
Respondent al so states that the audit letter that was sent to the
At herton address was returned as undeliverable and that the U. S.
Postal Service attached to the letter a mailing | abel that
indicated that petitioner’s new address was the M| brae address.
Respondent also clains that the U S. Postal Service did not
return the letter that was sent to the MI I brae address. These
al l egations are supported by the affidavit of Barbara Cee,
manager of the Ofice Audit Section of the San Mateo O fice of
the IRS. Copies of the docunents Ms. Gee refers to are not
included in the record.
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deficiency. On July 23, 1996, petitioner delivered three boxes
of docunents regarding his 1993 and 1994 tax years to
respondent’s auditors. At this tinme, petitioner was inforned by
Bar bara CGee (Cee), respondent’s auditor, that her office no
| onger had petitioner’s admnistrative files and that she could
not review petitioner’s docunents without the adm nistrative
files. Consequently, Cee requested that petitioner contact ESP
to request that his admnistrative files be sent back to Cee’s
office. Gee also requested that petitioner nmake an appoi nt nent
to review his docunents with respondent’s auditors. Petitioner
was unwi I ling to nake an appoi nt ment.

On August 16, 1996, respondent sent a notice of deficiency
for the 1993 and 1994 tax years to the M| | brae address. On
August 27, 1996, another copy of the notice was sent to
petitioner in Beijing, China. 1In the notice of deficiency,
respondent determ ned deficiencies, partly because petitioner
failed to substantiate deductions he clained on his 1993 and 1994
Federal inconme tax returns.

On Cctober 11, 1996, petitioner requested that ESP send the
1993 and 1994 adm nistrative files back to respondent’s auditors.
The adm nistrative files were sent back to respondent’s auditors
on Cct ober 18, 1996.

On Novenber 12, 1996, Peter Phillips (Phillips),

respondent’s auditor, spent 1 day review ng petitioner’s



- 7 -
docunents. Phillips attenpted to organize and anal yze the
docunents submtted by petitioner. However, w thout petitioner’s
expl anation and assistance Phillips found it difficult to review
and understand the docunents. After spending a day review ng the
case, Phillips discussed his difficulties with Gee. GCee decided
that Phillips should not spend any nore tinme review ng the
docunents. As a result of Phillips’ review, respondent issued a
suppl enental report for 1993 that allowed a substantial portion
of petitioner’s clainmed Schedule C, Profit or Loss From Business,
expenses. The supplenental report did not nake any adjustnents
to petitioner’s 1994 tax year. Petitioner in witing disagreed
with the supplenental report, offered to neet with respondent’s
representative, and then filed a petition with this Court on
January 24, 1997.

C. Post - Petition

Respondent filed an answer to the petition in the case
concerning the 1993 and 1994 years on March 7, 1997, and filed an
answer to the petition in the case concerning the 1992 year on
May 16, 1997. |In both answers, respondent maintained the
positions taken in the notices of deficiency.

On June 25, 1997, and June 27, 1997, Ms. Geraldine Melick
(Melick), an Appeals officer, met with petitioner regarding both
cases. At the neeting petitioner explained many matters that

were not evident fromhis records. First, he described the



- 8 -
prenupti al agreenent between hinself and his wife that affected

t he division of business incone and expenses. Second, he

di scl osed the source of unreported income with respect to his
1992 tax year. Third, he explained how his business had | arge
profits in some years and | arge | osses in others.

On June 27, 1997, Melick offered to concede all adjustnents
for the 1992 tax year. Melick also requested additional
information regarding the 1994 tax year, and she indicated that
respondent woul d concede the adjustnments for the 1993 and 1994
tax years upon the receipt of such information. On July 2, 1997
petitioner provided the additional information sought by
respondent. Upon receipt of the information, respondent conceded
the adjustnents for the 1993 and 1994 tax years.

Di scussi on

A taxpayer who has substantially prevailed in a Tax Court
proceedi ng may be awarded reasonable litigation costs incurred in
such proceedings. See sec. 7430(a)(2). Under section 7430, a
judgment for litigation costs incurred in connection with a court
proceedi ng may be awarded only if a taxpayer: (1) Has exhausted
his adm nistrative renedies within the IRS;, (2) has substantially
prevailed with respect to the anbunt in controversy or the nost
significant issue or set of issues presented; (3) has satisfied
the applicable net worth requirenent; and (4) did not

unreasonably protract the court proceeding.
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However, the taxpayer fails to qualify as the prevailing
party if the Comm ssioner establishes that his position was
substantially justified. See sec. 7430(c)(4)(B)(i). Respondent
bears the burden of proving that respondent’s position was
substantially justified. See id.

After concessions by respondent,? the issues for decision
are: (1) Wiether respondent’s positions were substantially
justified; (2) whether petitioner exhausted his adm nistrative
remedi es for the 1993 and 1994 tax years; and (3) whether the
anmount of costs and attorney’' s fees clainmed by petitioner are
reasonabl e.

A. 1992 Tax Year

Because of the concessions nade by respondent, the sole
issue for determnation for the tax year 1992 is whet her
respondent’s position was substantially justified.

For purposes of an award of litigation costs, the position
of the United States is the position taken by the United States
in a judicial proceeding. See sec. 7430(c)(7)(A). The United
States took a position in these judicial proceedings when it

filed an answer to the petition. See Huffman v. Conm ssi oner,

978 F.2d 1139, 1148 (9th Cr. 1992), affg. in part, revg. in part

2 Respondent concedes that petitioner has: (1) Substantially
prevailed in the proceedings; (2) satisfied the net worth

requi renents; and (3) not unreasonably protracted the Court
proceedi ngs. Respondent al so concedes that petitioner exhausted
his admnistrative renmedies wwth regard to 1992.
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and remanding T.C. Meno. 1991-144; ©Magqgi e Managenent Co. V.

Conm ssioner, 108 T.C 430, 442 (1997).

Whet her respondent’s position was substantially justified
turns on a finding of reasonabl eness, based upon all the facts
and circunstances, as well as the |egal precedents relating to

t hese cases. See Pierce v. Underwood, 487 U.S. 552 (1988); Sher

v. Comm ssioner, 89 T.C. 79, 84 (1987). A position is

substantially justified if the position is justified to a degree

that could satisfy a reasonable person. See Pierce v. Underwood,

supra at 565; Maggi e Managenent Co. v. Comm ssioner, supra at

443. A position nust have a reasonable basis both in |aw and

fact. See Pierce v. Underwood, supra at 563-565. The fact that

respondent eventually | oses or concedes a case does not by itself
establish that respondent’s position was unreasonable. See

Magqgi e Managenent Co. v. Commi ssioner, supra at 443; Sokol v.

Comm ssioner, 92 T.C. 760, 767 (1989).

Petitioner asserts that he delivered docunments regarding the
1992 tax year to respondent on Novenber 30, 1995. Petitioner
further asserts that the position respondent took in his answer
was not substantially justified because respondent failed to
review the docunents prior to filing an answer. Respondent
contends that he did not receive the docunents prior to filing

hi s answer.
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At the tine the answer was filed, respondent’s position was
substantially justified because petitioner failed to substantiate
cl ai mred deductions and to disclose the source of unreported
i ncone. Deductions are a matter of |egislative grace, and
t axpayers nust substantiate their entitlenent to a deduction.

See New Colonial Ice Co. v. Helvering, 292 U S. 435, 440 (1934).

Mor eover, section 6001 i nposes on taxpayers a duty to maintain
books and records sufficient to support itens reported on their
returns.
On this record, we are not convinced that respondent
recei ved the docunents in question with respect to the 1992
return on Novenber 30, 1995. Respondent’s records do not contain
an entry that indicates that respondent received the docunents.
Mor eover, respondent generally provides a receipt to taxpayers
upon delivery of docunents, and in the exercise of prudence a
busi ness person delivering inportant docunents would obtain a
recei pt or other proof of delivery. In this case, the record
does not contain any such receipt or credible proof of delivery.
Even if we were to assune that petitioner delivered the
docunents on Novenber 30, 1995, we find that the docunents fai
to substantiate petitioner’s tax return positions. In his
answer, respondent took the position that petitioner failed to
report incone of $175,984. The letter that petitioner supposedly

sent to respondent on Novenber 30, 1995, does not provide an
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expl anation concerning unreported i ncone. Furthernore,
petitioner’s letter indicates that petitioner attenpted to
substantiate sone of his clainmed business expenses with his
wife's receipts. Petitioner’'s letter did not describe the
prenupti al agreenent between hinself and his wife, which affected
the division of business incone and expenses. Petitioner did not
di sclose the terns of the prenuptial agreenent until the Appeals
conference in June 1997.

Accordi ngly, respondent was reasonable in refusing to
concede the adjustnents until petitioner substantiated his
deducti ons and di scl osed the source of his unreported incone.

See Sokol v. Conmi ssioner, supra at 765. Therefore, we hold that

respondent’s position was substantially justified at the tinme the
answer was fil ed.

B. 1993 and 1994 Tax Years

Petitioner is not entitled to litigation costs for the tax
years 1993 and 1994 because he failed to exhaust his
adm nistrative renedies. “A judgnent for reasonable litigation
costs shall not be awarded * * * in any court proceedi ng unl ess
the court determnes that the prevailing party has exhausted the
adm ni strative renedi es available to such party wthin the
I nternal Revenue Service.” Sec. 7430(b)(1). 1In general, a
t axpayer has not exhausted the adm nistrative renedi es avail abl e

within the RS unless prior to filing a petition in the Tax
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Court, he participates in an Appeals Ofice conference or at
| east requests such a conference and files a witten protest if
one is required in order to obtain an Appeals Ofice conference.
See sec. 301.7430-1(b)(1), Proced. & Adm n. Regs.

On May 29, 1996, respondent sent a 30-day letter regarding
petitioner’s 1993 and 1994 tax years to both the Atherton and
M I | brae addresses. The 30-day letter indicated that petitioner
coul d request an Appeals Ofice conference. Petitioner failed to
respond to this letter.

Petitioner attenpts to excuse this failure by relying upon
section 301. 7430-1(e), Proced. & Adm n. Regs. Under this
regul ation, a party is deened to have exhausted his
adm nistrative renedies if the party did not receive the notice
of proposed deficiency (30-day letter) prior to the issuance of
the statutory notice and the failure to receive such notice was
not due to actions of the party (such as a failure to supply
requested information or a current mailing address to the
District Director or service center having jurisdiction over the
tax matter) and the party does not refuse to participate in an
Appeal s conference while the case is in docketed status. See
sec. 301.7430-1(e)(2), Proced. & Adm n. Regs.

Petitioner’s reliance on the regulation is m splaced because
petitioner’s own actions contributed to his failure to receive

the 30-day letter. On Septenber 25, 1995, petitioner mailed
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respondent a letter indicating that he had noved to Beijing,
Chi na. However, on COctober 13, 1995, petitioner filed his 1994
Federal incone tax return using the MII| brae address.
Accordingly, we find that respondent sent the 30-day letter to
petitioner’s |ast known address in M|l brae, California.
Respondent was entitled to rely upon petitioner’s 1994 tax return

in order to determne petitioner’s |ast known address. Cf

Abeles v. Comm ssioner, 91 T.C. 1019 (1988) (Conm ssioner is
entitled to treat the address on the taxpayer’s nost recent
return as the taxpayer’s |ast known address absent a clear and
conci se notification of an address change).?

Consequently, we find that petitioner failed to request an
Appeal s Ofice conference prior to filing a petition in the Tax
Court. Therefore, petitioner failed to exhaust his
adm nistrative renedies, and he is not entitled to litigation
costs with regard to the 1993 and 1994 tax years.

Moreover, the position that respondent took in his answer
was substantially justified. Wen respondent filed his answer,

he did not have sufficient information to concl ude that

3 Even if petitioner faxed, as he alleges, a letter to
respondent on May 28, 1996, indicating that his nmailing address
was in Beijing, China, this letter did not constitute a tinely
change of address for purpose of the 30-day letter mailed on the
followng day. Cf. Rose v. Comm ssioner, T.C Meno. 1992-739
(tax return filed 45 days prior to the mailing of a notice of
deficiency did not constitute tinely notice of change of

addr ess).
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petitioner’s claimed deducti ons were substantiated. Respondent’s
auditors reviewed petitioner’s records before respondent filed
his answer. At the tine of the review, petitioner was not
avai l abl e to provide assistance or information concerning his
records. Wthout the benefit of petitioner’s assistance,
respondent’s auditors found that the records failed to
substantiate petitioner’s tax return positions. W are not
persuaded by petitioner’s apparent argunent that he is entitled
to | eave wth respondent a box containing some of his records

wi t hout adequat e expl anati on and expect that respondent’s

audi tors sonehow will figure out the details of his business and
finances wi thout the benefit of assistance or explanation by
petitioner.

After respondent filed his answer, an Appeal s conference was
hel d pronptly. At the Appeals conference, petitioner disclosed
the ternms of his prenuptial agreenent, which affected the
di vi sion of business incone and expenses. As soon as this
i nformati on was di scl osed, together with other explanations and
docunents requested by the Appeals officer, respondent allowed
petitioner’s claimed deductions and conceded that petitioner was
not liable for the additions to tax.

For purposes of determ ning the reasonabl eness of
respondent’s position, the Court considers the facts known to

respondent at the tinme the position was taken. Wen respondent



- 16 -

filed his answer, he did not have the benefit of the
substantiating informati on and expl anations that petitioner
provi ded at the Appeals conference. Accordingly, we hold that
respondent was substantially justified at the tinme the answer was
filed.
Concl usi on

For the foregoing reasons, petitioner is not entitled to a
recovery of litigation costs. Based on this conclusion, we need
not and do not decide the reasonabl eness of the clai ned expenses.

Appropriate orders and

decisions will be entered.




